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THEORY AND PRACTICE
Current Studies and Concepts
EILEEN T. CORCORAN, CPA, Special Editor
Arthur Young & Company
Chicago, Illinois

The American Institute of Certified Public
Accountants (AICPA) has recently published
the eleventh in its series of accounting re
search studies. This study entitled “Financial
Reporting in the Extractive Industries” was
authored by Robert E. Field, a partner in
Price Waterhouse & Co.
Because the degree of risk and uncertainty
varies in different phases of extractive opera
tions, Mr. Field has analyzed the accounting
and reporting problems of extractive industries
in terms of five operational phases: (1) pros
pecting, (2) acquisition, (3) exploration, (4)
development, and (5) production. The study
analyzes the common accounting and report
ing problems inherent in the singular objective
of finding economic recoverable minerals in
order to develop a central concept of reporting
for the risk and results of attempting to
achieve that objective.
The study concludes that the common ac
counting problems of the extractive industries
are best solved by adherence to the traditional
concept of realization and matching, tempered
—because of the risk involved—by the concept
of conservatism. It states that the key to the
application of the traditional concepts of
realization and matching to extractive opera
tions is found in the similarity of minerals in
the ground to inventories.
From this basic orientation, the study recom
mends accounting practices which, if adopted,
would narrow alternative accounting practices
in the extractive industries to those which dif
fer only because the essential circumstances
differ. The study also recommends accounting
practices to cope with unique problems in ac
counting for special revenue transactions and
federal income taxes, as well as financial report
ing practices to achieve “full and fair dis
closure” in financial reports.
Recommendations of the study are as fol
lows:

3.

4.

5.

6.

7.
8.

9.

1. The individual mineral deposit should
be chosen as the cost center by which
to identify costs with specific mineralsin-place.
2. Neither the medium of expenditure
(company’s own force vs. contract) nor
the nature of the expenditure (in

11

tangible vs. tangible) should affect the
amount of cost otherwise properly as
sociated with minerals-in-place and
capitalized.
Expenditures for prospecting costs, in
direct acquisition costs, and most carry
ing costs should be charged to expense
when incurred as a part of the current
cost of exploration.
Direct acquisition costs of unproven
properties should be capitalized and the
estimated loss portion should be amor
tized to expense on a systematic and
rational basis as part of the current cost
of exploration.
Unsuccessful exploration and develop
ment expenditures should be charged
to operations even though incurred on
property units where commercially re
coverable reserves exist.
The cost of gas and other hydrocarbons
purchased to repressurize reservoirs
should be recorded as an expense of
the periods which receive the most
benefit. Ordinarily, the cost should be
charged to the period of reinjecting the
hydrocarbons; if a measureable and
significant amount of revenue is ex
pected to result from the sale of the re
injected hydrocarbons, the cost should
be deferred and matched with that
revenue. In the latter situation, appro
priate provision should be made for any
loss because of nonrecoverability of a
portion of the volumes injected.
The estimated cost of restoring mined
properties should be accrued ratably as
minerals are produced.
The current cost of exploration charged
to expense should include a charge for
the amortization of that portion of
acquisition costs which will probably
never be directly identified with min
erals-in-place.
Capitalized costs associated with min
erals-in-place should be amortized
ratably as the related minerals are ex
tracted; however, they may be amor
tized on the basis of time tvhen time is
the controlling factor in consumption of
economic usefulness.

10. Sales of a limited, partial interest in
minerals-in-place (carved-out produc
tion payments) should he recorded as
revenue in the periods during which the
minerals are produced.
11. The deferred portion of proceeds from
sales of carved-out production payments
should he classified as noncurrent un
earned revenue.
12. Amounts collected under take-or-pay
contracts in excess of current deliveries
should he recorded as unearned rev
enue unless circumstances indicate that
the purchaser will not take delivery in
future periods.
13. Amounts collected under temporary
contractual gas prices subject to refund
should he recorded as revenue of the
current period only to the extent that
refund is unlikely.
14. The capitalized acquisition costs associ
ated with minerals-in-place should in
clude the cost of commitments as well
as the amount of cash paid outright. In
ABC transactions, the estimated pro
duction costs rather than the face
amount of the retained mineral pay
ment should he included.
15. Sales of continuing fractional interests
in mineral properties for cash should he
recorded as revenue and a proportion
ate share of property costs should he
charged against revenue so that the net
gain or loss is reflected in income.
16. A description of major accounting poli
cies and practices should he included in
notes to financial statements or in a sup
plement readily available to investors.
17. Mineral reserves and operating activi
ties should he sufficiently disclosed to
facilitate evaluation of effort and result.
18. Financial data should be classified by
function to facilitate correlation with
mineral reserve and operating statistics.
19. A tabulation of exploration, acquisition,
and development program expenditures
combining both capital and expense
items should be presented.

In addition, the study finds nine important
sources of differences between book and tax
income. For those differences between book
and tax accounting which are fully temporary,
it recommends full tax allocation. These
sources are identified as lifting costs cap
italized in connection with ABC transactions
and amortization of undeveloped property
costs. For those differences between book and
taxable income that contain elements of both
temporary and permanent timing differences,
it recommends allocation for the temporary
differences. Included in this category are (1)
geological and geophysical costs directly re
lated to acquisition of property, (2) successful
exploration and development costs of mineral
properties other than oil and gas, (3) revenue
from sale of carved-out production payments
to maximize allowable percentage depletion,
(4) revenue from take-or-pay contracts, and (5)
revenue from gas contract price increases sub
ject to approval. It states that percentage de
pletion and intangible drilling and develop
ment costs represent permanent differences and
thus do not require tax allocation.

As stated in this column in previous issues,
accounting research studies are published by
the Director of Accounting Research of AICPA
as part of the Institute’s continuing accounting
research program. They are formally author
ized projects designed to provide the Account
ing Principles Board, members of the Institute,
and others interested in the efforts of the Board
with background material and informed discus
sion that should help in reaching decisions on
problems under review. The studies furnish a
vehicle for the exposure of matters for con
sideration and experimentation before the Ac
counting Principles Board issues related pro
nouncements. Authors of the studies are re
sponsible for their content, conclusions, and
recommendations. The studies do not neces
sarily reflect the views of the Accounting Prin
ciples Board, the Project Advisory Committee,
or the Director of Accounting Research.

There is nothing more difficult to carry out, nor more doubtful of success,

nor more dangerous to handle, than to initiate a new order of things. For the

reformer has enemies in all those who profit by the old order, and only luke
warm defenders in all those who would profit by the new order. . . . Machiavelli
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